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U.S. Citizens working abroad: 
Employers' Tax Problems 
and Responsibilities 
by D. Bradley McWilliams 
The last two decades have seen an unmatched ex-
pansion in the overseas operations of U. S. companies. 
Although the trend is to staff overseas operations with 
as many foreign nationals as possible, every year sees 
a growth in the number of U. S. citizens working abroad. 
Thus, the problem of taxing the expatriate employee, 
the U. S. citizen working abroad, is of increasing con-
cern. There have been numerous articles written on the 
tax problems confronting the expatriate employee, but 
few exist which have dealt with the equally complex 
problems of his employer. This article is intended to fill 
that gap. 
The application of income tax withholding and social 
security to an expatriate presents unusual problems. To 
set the stage for a review of these problems, a brief 
outline of the basic fact patterns is appropriate. An 
expatriate assigned or transferred to a foreign subsidi-
ary company may remain entirely on the payroll of the 
parent company even though he performs all of his 
services for the subsidiary company. Arrangements of 
this type are generally the result of the tax laws or prac-
tices in the country to which he is assigned. The ex-
patriate may, however, be paid exclusively by the for-
eign subsidiary or he may be paid in part by the parent 
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and in part by the subsidiary. This last alternative is 
probably the most common situation and also the one 
that causes the most problems. 
The expatriate generally receives, in addition to his 
basic salary, an overseas premium and a series of al-
lowances—tuition, cost-of-living, income tax, etc.— 
which make up his total compensation package. These 
allowances are intended to place the expatriate on the 
same economic footing as he would have been had he 
remained working in the U. S. For a more comprehen-
sive review of the overseas compensation package, see 
"Compensation for U. S. Personnel Overseas", P. 28 of 
the June issue of The Quarterly. 
Generally the expatriate's entire compensation pack-
age constitutes taxable gross income for purposes of 
the U. S. income tax. The Internal Revenue Code, how-
ever, permits an expatriate to exclude certain amounts 
of his compensation from gross income if he meets 
either of two tests. He must have been a bona fide for-
eign resident for a period which includes at least an 
entire taxable year, or he must have been physically 
present in a foreign country or countries for at least 
510 full days in any period of eighteen consecutive 
months. Qualification under either of these provisions 
allows the expatriate to exclude a maximum of $20,000 
($25,000 after three consecutive years of bona fide for-
eign residence) of his annual compensation from gross 
income. 
Income Tax Withholding 
An employer is required to withhold federal income 
tax from wages paid to an employee. An employer is 
defined as a person for whom an individual performs 
services as the employee of such person. In addition 
a person who pays wages on behalf of a nonresident 
alien individual, foreign partnership, or foreign corpo-
ration, not engaged in trade or business in the U. S., 
is deemed to be an employer. Under these basic rules, 
the parent company must withhold federal income 
taxes from compensation paid to an expatriate if that 
expatriate is either paid in whole or in part by the par-
ent company. In either case, the parent company 
should consider only the amount it pays to the expatri-
ate in determining the amount to be withheld. If the 
expatriate is paid solely by the foreign subsidiary, no 
U. S. income tax need be withheld. 
To explain the application of these rules assume the 
following: XYZ, Inc., the domestic parent of XYZ, S.A., 
a French subsidiary not engaged in trade or business in 
the U. S., transfers an employee to its subsidiary. If we 
assume that the expatriate is paid only by the sub-
sidiary, XYZ, S.A., the parent is not required to with-
hold income tax since it is not an employer paying 
wages. If, however, the parent, XYZ, Inc. pays any part 
of the expatriate's compensation it will be required to 
withhold income tax on the portion paid because it is 
deemed to be an employer since it is paying wages on 
behalf of its subsidiary, a foreign corporation. 
As an exception to these general withholding rules, a 
parent company is not required to withhold tax when 
it has reason to believe that the wages paid will be ex-
cluded from the expatriate's gross income as income 
earned abroad. If the expatriate furnishes his employer 
(the parent company) with a statement that he expects 
his compensation will be excluded from gross income 
the employer may presume, in the absence of cause for 
a reasonable belief to the contrary, that the compen-
sation is excludable and not withhold. Although such a 
statement is not essential to support a failure to with-
hold it is desirable and all employers would be wise to 
request it of their expatriate employees. 
An expatriate cannot qualify for the earned income 
exclusion as a bona fide foreign resident if he has ob-
tained tax free status in the foreign country on the basis 
of a statement to the foreign tax authorities that he is 
not a resident of that country. If his employer has knowl-
edge of such, it may not presume that the expatriate 
will be allowed to exclude compensation on the grounds 
of bona fide foreign residence. The employer is not, 
however, required to determine whether such a state-
ment has been made to the foreign tax authorities. 
In many instances, an expatriate who would qualify 
for exclusion as a bona fide foreign resident but for his 
statement to the contrary, may qualify under the physi-
cal presence rules. The expatriate's claim of nonresi-
dent status will not prevent application of the physical 
presence exclusion rules. An employer, therefore, is 
excused from withholding even though it has knowledge 
of the expatriate's statement if it has reason to assume 
that the compensation will be excluded under the physi-
cal presence provisions. 
Even though an expatriate qualifies under the earned 
income exclusion rules, he may exclude only $20,000 
($25,000 after three consecutive years of bona fide 
foreign residence) annually. His employer must, there-
fore, withhold federal income taxes on any amounts it 
pays in excess of the appropriate maximum exclusion. 
What, however, is the proper withholding procedure? 
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Assume that an expatriate can exclude $20,000 but that 
he will be paid $30,000. Should the required withholding 
on the $10,000 be spread over the entire year by taking 
a portion out of each salary payment, or should with-
holding commence with the first payment which ex-
ceeds the excludable amount of $20,000? The latter 
approach is correct. What is the employer's duty, if 
any, to determine if its employees have other income 
which will be excluded? The Regulations provide that 
an employer has no duty to inquire as to its employees' 
excludable income from other sources, but if it has 
such information, it must be taken into account in de-
termining whether the compensation it pays exceeds 
the amount excludable and is thus subject to withhold-
ing. Of course, a parent company has information as to 
the amounts paid to the expatriate by its subsidiary com-
pany and, therefore, must take this into consideration 
in determining when withholding must commence. 
The second and final exception to the general with-
holding rules relieves an employer of withholding if it 
is required by a foreign country to withhold foreign 
income taxes. This exception, however, has only lim-
ited application since few, if any, parent companies 
sufficiently subject themselves to the jurisdiction of 
foreign countries for them to be required to withhold 
taxes. If the expatriate is paid by the foreign subsidiary 
alone, the parent, of course, is not required to withhold 
tax anyway. When an expatriate's compensation is paid 
in part by a U. S. parent and in part by its foreign sub-
sidiary, foreign withholding required of the subsidiary 
will not exonerate the U. S. company from withholding 
on the compensation it pays. 
Social Security 
The next source of headaches for the employer is the 
social security tax. U. S. citizens employed abroad by 
domestic companies are subject to social security even 
though they perform all their services outside of the 
U. S. and exclude their compensation from gross in-
come for income tax purposes. On the other hand, U. S. 
citizens employed abroad by foreign subsidiaries of 
domestic companies are not subject to social security. 
However, if a domestic parent company desires to have 
the expatriates employed by its subsidiary covered by 
social security it can do so by entering into an agree-
ment with the Internal Revenue Service (IRS). Under 
such an agreement, the domestic company is liable for 
the total tax that would have been paid by both the 
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employer and the employee had the employee been 
paid on a domestic payroll. 
The agreement creates no obligation to deduct the 
tax from the expatriate's compensation. If any social 
security tax is to be withheld, it must be agreed upon 
by the domestic company, its foreign subsidiary, and 
the expatriate. The foreign subsidiary may, however, 
agree to reimburse its parent for the amounts paid on 
the subsidiary's behalf. 
As an exception to the general rule that expenses of 
another are not deductible, the parent may deduct, to 
the extent not compensated, amounts paid or incurred 
pursuant to such an agreement. However, any reim-
bursement of amounts previously deducted must be 
included in the parent company's gross income in the 
year received. 
A parent company may include all or only some of its 
foreign subsidiary companies in the agreement. If more 
than one subsidiary is included, services performed by 
an individual for any of the included subsidiaries are 
regarded as being performed for a single employer 
with the result that his compensation is subject to social 
security taxes only once. However, the domestic parent 
and the covered subsidiary companies are treated as 
separate employers. Thus, if an employee is trans-
ferred from the parent to a covered foreign subsidiary 
at any time other than at year end up to twice the maxi-
mum social security tax may be levied upon his com-
pensation. 
By and large the major problem in the social security 
area is the question of where the required em ploy er-
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employee relationship exists. Unlike the income tax 
withholding provisions, one is not necessarily an em-
ployer merely because he pays compensation. There-
fore, a parent company has not assured that its expa-
triates are being afforded social security coverage by 
the simple act of withholding such taxes from compen-
sation and contributing the employer's portion. Also 
such coverage is not assured merely by entering into 
the prescribed agreement with the IRS if, in fact, the 
parent company rather than the foreign subsidiary com-
pany is the real employer. 
The Regulations provides for the application of the 
"usual common law rules" in determining whether an 
individual is an employee for social security purposes. 
This determination will generally require examination 
of all the surrounding facts and circumstances. The 
key question is who has the power of dominion and 
control over the individual involved in performing the 
services, not only as to the result to be accomplished 
by the work, but also as to the ways and means by 
which the result is accomplished. The employer need 
not actually direct or control the manner in which the 
services are performed, but he must have the right to 
do so. The question of who has the power of dominion 
and control is immaterial for purposes of income tax 
withholding since the "usual common law rules" are 
not used for that purpose. Thus, we may have the 
anomalous result of an expatriate having one employer 
for purposes of income tax withholding and another for 
social security purposes. 
Notwithstanding the technical rules for fixing liability 
for withholding income and social security taxes, the 
IRS may use an entirely different test to determine who 
may deduct an expatriate's compensation in computing 
corporate taxable income. (The IRS has the power to 
allocate, apportion or distribute gross income deduc-
tions, etc. among related parties to reflect clearly the 
income of such parties.) The sole factor considered 
here is who benefits from the services performed. Why 
shouldn't the same test be used to determine the em-
ployer-employee relationship for all purposes —income 
tax withholding, social security and allocation or ap-
portionment? 
Reporting Requirements 
Every person required to withhold federal income 
taxes is obligated to furnish its employees with a state-
ment of the taxable compensation paid and the amounts 
of tax withheld. The W-2 form is used for this purpose. 
When, however, an expatriate receives no compensa-
tion which is subject to income tax withholding, the 
W-2 form is not required. Thus if the entire amount paid 
by a parent company is to be excluded from its ex-
patriates gross income, the parent company employer 
has no duty to report anything for income tax withhold-
ing purposes. 
If, however, an expatriate is paid more than the maxi-
mum amount excludable a W-2 form is required but it 
should include only the amount paid in excess of the 
amount excludable. In no case need the domestic par-
ent company report any amounts paid to the expatriate 
by its foreign subsidiary companies. 
The information return (Form 1099) generally re-
quired of persons making payments of $600 or more 
in the course of trade or business is not required where 
it is reasonable to assume that the compensation will 
be excluded. It is never required where a W-2 form 
must be filed. 
Basically similar rules apply to the reporting of social 
security except that the W-2 form is not required to re-
port such taxes withheld if no income tax is withheld. 
In these situations, an employer may use the W-2 form 
to report the wages subject to social security (current 
maximum $6,600) and the amount of tax deducted if it 
wishes, or it may use Form SS-14 which was designed 
for the case where the W-2 form is not required. 
Conclusion 
This article has presented several of the problems 
and responsibilities which face the employer of U. S. 
citizens working abroad. While many larger companies 
have dealt with these problems for a number of years, 
many small firms are just now beginning to establish 
overseas operations and will face them for the first time. 
Hopefully this article, based on the experience of the 
international pioneers, will assist those new to the field. 
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